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BEFORE THE
FEDERAL COMMlJ\ IC.-\ TIO.\'S COMMISSION

WASHINGTO~.D.C. 20554

In the matter of

Application of SBC Communications Inc,
Southwestern Bell Telephone Company,
and Southwestern Bell Communications
Services, Inc. d/b/a Southwestern Bell Long
Distance for Provision of In-Region,
InterLATA Services in Oklahoma

CC Docket '\Jo _

AFFrDAVIT OF
ALFRED E. KAHN AND TI~IOTHY J. TARDIFF

Alfred E Kahn and Timothv J TarditT being duly sworn, depose and say

I. INTRODUCTION

I. My name is Alfred E Kahn I am the Robert Julius Thorne Professor of Political

Economy, Emeritus, Cornell University and Special Consultant with National Economic

Research Associates, Inc (NERA) I have been Chairman of the New York State Public

Service Commission and of the Civil Aeronautics Board, and in my capacity as Advisor to

President Carter on Inflation, I participated dctively In the successful efforts uf his

Administration to deregulate both the trucking Illdustry and the railroads I am the author of the

two-volume The Economics of Regulation, reprinted in 1988 bv MIT Press, and have written

and testified extensively in the area of direct economic regulation, and particularly of the

railroad, trucking, airline and telecommunications industries Of particular relevance to my

statement here, I have also been a member)f the Attorney General's National Committee to



Study the Antitrust Laws (1954-56) and the "atlonal Commission on Antitrust Laws and

Procedures (1978-80), 1 am the co-aut hor ,It I u, / ( 'i!lIIpe!J 1/011. Ihe rUII ulld 1~-COllon7lCS of

Antitrust Policy and have published numerous an lies In that area [attach a copy of my full

resume as Appendix .\

2. My name is Timothy J Tardiff I am a Vice President at National Economic

Research Associates 1 have specialized in telecommunications policy issues for about the last

15 years My research has included studies uf the demand for telephone services, such as local

measured service and tolL analysis of the market potential for new telecommunications products

and services; assessment of the growing competition for telecommunications services, and

evaluation of regulatory frameworks consi"tent \vith the growing competitive trends Most

recently, I have participated in interconnection arbitrations, pursuant to the Telecommunications

Act of 1996, in twelve states 1attach a cOP'v of m'v full resume as Appendix B

3 SBC Communications Inc and Its subsidiaries Southwestern Bell Telephone

Company ("SWBT") and Southwestern Bell CommunIcations Services, Inc d/b/a Southwestern

Bell Long Distance ("SBLD")-collectively'Southwestern Bell"-seek authority for SBLD to

provide in-region interLATA services in the State of Oklahoma The purpose of this affidavit is

to assess the public interest implications of such entf\

II. THE HISTORICAL TRADE-Off IN THE LINE-Of-BUSINESS
RESTRICTIONS

A. The Issue During the Pre-divestiture Period

4 The progressive introduction of competition into the telephone business, dating

back to the FCC s A!Jol'L'-8<)() decision in 19~1) and to \,1('/ a decade later. and AT&T's
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evolving responses precipitated intense contn)\ ers\ at the FCC Congress, the Antitrust Division

of the Department of Justice and the courts ()\,~r !1U\\ best to reconcile the dominant position of

the comprehensively integrated Bell System, 1)1 the ,JI1t' side, and the evolving national policy of

encouraging competition, on the other

5 We make no etTort to recount that history I We think it is not an

oversimplification, however, to say that once the commitment to competition was reached at the

Federal level, the central issue was the extent to \\ hich !"flXlllatorv restraints on AT&T would be

sufficient to ensure fair and efficient rivalry bet\\een It and ItS challengers or whether, instead, It

would be necessary to break up the Bell Sv"tem imposing line-of-business restrictions on the

successor companies, in order to deprive them \)f the power and motive to frustrate achievement

of that goaL In these intense debates, AT&T and its supporters in government resolutely

proclaimed the benefits of the comprehensive honzontal and vertical integration of the Bell

System, and its adversaries tended to minimize those asserted benefits to the pOint of denvlng

their existence entirel\

6. What ultimately tipped the scales on the side of complete divestiture of local

telephone service from the other operation" of the Bell System-notably toll-was the

developing view of the Department of Justice that all the proposed protections against cross-

subsidization, predation and exclusionary practices would be excessively "regulatory" and

ineffective, and that only a total separation I)f the putatively "naturally monopolistic" local

A particularly thorough history IS presented b\ Peter Tellllil Ill/he hlll Ii! rhe 13ell S~\relll, I \tudl 1/1 fJncn

and Politics, New York Cambndge Unlvcrslt\ Press I ')X7 Cor an accoullt 01' dc\cloPIllCllts and the undcrl\ ing
economic Issues up to 1970 see Alfrcd E Kahn I/'l' I I (il/()/II/O (if Negulu/I())/ Nc\\ York John WIIc\ &
Sons.1970-7I.reprintedb\ \-llTPrcss, !')XX Vol .~ PP 12(,-1:i2 2')()-~()()



telephone service from the other potentially more l~()lllpetitive services would be consistent with

the preservation and promotion of competition In the latter markets

B. The Balance of Advantages and Disadvantages has Shifted

7 The terms of the trade-off betvveen the respective benefits of integration and

divestiture have changed drastically since .he entrY ot' the MFJ In fact whatever one's

evaluation of the net advantages and disadvantages of the line-of-business restraints on the

sacs during this interval, thev clearly must be rCl:onsidered in the light of (a) the dramaticalh

changed factual circumstances, (b) our expenence \1, ith the wav competition has worked in the

interLATA market and increasing recognition of! he Important contribution that SOC entry IS

likely to make in intensifying that competition and extending its benefits more broadly, (c) the

changes in both regulatory practice and in the market that have tended to dilute whatever power

the sacs may have had to handicap competitors Id) the extensive experience we have actually

had since 1982 with competition between the putatively monopolistic sacs and rivals

dependent upon them for essential services and (e) changes in the mix of national policies and

goals articulated most clearly in the Telecommunications Act of 1996 In our judgment all

these factors have shifted the balance of the public interest-wherever it was in 1982­

unequivocally over to elimination of those absolute I'estrictions

8 This proposition has novv been cndl)l"sed. in both general terms of national policy

and in highly specific ways, by the Telecommunications Act of 1996 We have now made

our choice The Act clearly concludes {hal {he hi/lance uf advanlages and disadvantages has

shifted in favor of abandoning {he Illle-orlm\lIIess restralllls on Ihe ROCs. It makes that



abandonment conditional upon a public interest finding bv the FCC in our opinion that cmerion

has been satisfied.

III. SOUTHWESTERN BELL'S E\lTRY IS IN THE PUBLIC I\lTEREST

9. Whatever may be said in Its favor the current prohibition on interLATA entry bv

the RBOCs is also, undeniably, inherently anticompelitive In the name of preserving competitive

opportunities for some, it prohibits others trom competing entirely The only possible

justification for its continuance would be thal the l!.ains to societv from protecting the former

outweigh the costs of excluding the latter and hat chose protections could not be achieved bv

other means less costlv to consumers The remalt11ng portIons of this statement consist of an

amplification of our reasons for concluding that the balance of advantages and disadvantages has

shifted in favor of abandoning the line-of-business restraints on the BOCs

10 The costs are great The excluded competitors are large and potent The market

from which they are excluded-a market Aho5e boundaries have been defined entIrely

arbitrarily, so far as the relevant technology 'lIld t:l'l1l10mICS are concerned-has distributed the

benefits of rapidly improving productivity and competition imperfectly and incompletely The

customers that have benefited disproportionatelv little are precisely the ones that the excluded

BOCs would have the greatest comparati've ad'vantage in serving those companies will

therefore be the most logical and etTecti've (,)mpetltors for residentIal and small business

services initiated within their own regions lnlike \:lCI and Splint in 1984, Ihey ulreU(~l sene

all of these customen Supplying additional servIces to an existll1g customer is far easier~and

less costly-than establishing a commercial identity and presence before new ones
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A. The Current State of InterL\TA Competition

11 The most fundamental change ltl interstate long-distance markets since the 1984

divestiture and the one most relevant in the present context is that this portion of the industry is

not only dominated bv AT&T, \;lCI and SPrJlH !lut consists exclusivelv (apart from a fe\v

corridor areas that were exempted from the lon~-distance restriction) of companies entirely

separate from-indeed antagonistic to--the successor Bell Operating Companies In addition,

the rapid development and expansion of fiber-optic technology has radically altered cost

structures, much as advances in microwa\ e technology did a decade or two earlier, and

contributed to a dramatic expansion-~apprn\imatelv a trebling-of total network capacity In

just 11 years Whereas previously there \vas only the one nationwide long-distance network,

totally integrated with companies accounting for "orne 80 percent of all local service, there are

now nearly four backbone long-distance networks, fully separated from the BOCs Those four

clearly do compete with one another as \\ etl as with a large fringe of much smaller rivals

facilities-based and resellers 11101 CIJmpl:IiII,)!I II !Ull1el'l!!, jul' jm/ll j/ll~r l:!/eclil'e ul/d 1/\

defiCiencies are (Jiles Ihal cornpelilive etllly hI Ihe H()( '1 IS mUll Ilke~r to I'eme(~v

l. Long distance prices, access charges and margins, overall

12, Since divestiture-that is, between the beginning of 1984 and mid-1997-long-

distance prices have declined about 22 percem III nominal dollars and about 50 percent relative

to the Consumer Price Index (CPI) 2 What is at least equally striking, however. is that these

decreases have been more than fully "explailled' by FCC -mandated decreases in the prices that

the long-distance carriers pay to the local exchange carriers for access to their networks (We

As measured by the consumer price index for IIltcrstalc long-distance U S Dcpal1mcnt of Labor- Bureau of
Labor Statistics, Office of Publications, Di\ ISlon ol'lnforlll,lllon SCr\lCCS
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emphasize that the eVIdence we present here s l)f 'he change in prices alone, for given volumes

of usage. This is not the same as average revellue per minute, as we will explain presently)

Turning first to the reduction in access charges. according to the FCC, the average interstate

switched access charge per conversation minute fell about 65 percent from \-lay 1984 to \1ay

1997-a decline of about II cents per conversatll)1l mll1ute ' To make this reduction possible,

the FCC imposed monthly subscriber line charges (lirectly on telephone customers, shifted costs

to the intrastate jurisdiction through changes 111 separations rules and adopted price cap formulas

that mandated reductions over time in those charges We show below that the long-distance

carriers failed to retlect fully in their prices these reductions in their direct costs of providing

long-distance services

13. According to a recently-published estimate, AT&r s annual carrier access bill

dropped by about $10 3 billion between 1984 and April 1995 (holding volumes constant, III

order to reflect the pure change in price), whi Ie over the same period of time the bills that its

customers received fell by about $8 '; billll)J1 i ollce again holding volumes constant)" If

anything, the divergence between the changes In access charges and long-distance prices has

become even more striking in the last few years \vhile access charges have continued to fall,

prices net of access charges have risen; Access charges per conversation minute decreased by

Federal-State JOll1l Board Staff, /,-( '( '\ fOll/lorlJlg l\,'!"/'I \1;1\ I\)In. Table ~ 12, P (, 1(,

William E. Taylor illld J Douglas Zona. "An Analv'I' of the Stale: of Competition In Long-Distance
Telephone Markets," Journal o/Regula(ory Eco/ltJ!lI'CI. \lay. 1997, pp. 227-256.

; Even when average revenue per mlnutc IS uscd to Illcasurc priccs-a measurc \\llIch \\e demonstrate belo\\
overstates the decline In toll prices-AT&T's O\\i! data sho\1 that bel\\Cen the end of 100~ and the end of
1996, prices fell by no more than the reducIJon In ,lCCCSS ch;lrges (Affida\lt ofR Glcnn Hubbard and William
H Lehr on behalf of AT&T Corporation, AT&T E\llIblt G, In the Matter of Application bv SSC
Communications Inc. for Authorization Under Section 17.1 of the Telecollllllulllcations Act of 1096 to PrOVide
In-Region, InterLATAServices III the State of Ok1l1!JQ.Ill;1 CC Docket No <)7-12 L Figure ~)
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about 9 percent between April 1995 and Jul\ 1)';- III the same period, interstate toll prIces (as

measured by the CPI-telephone, interstate) increased bv ::; percent Obviously interstate toll rates

and access charges have not changed to the s<lme degree since 1995-they have not even

changed in the same direction Those \vho argue that [Xes have in fact flowed through all of the

access charge reductions in retail prices typlcallv Inse their contentions on changes in average

revenues per minute (ARPM) But the dedine '[1 ARPM over the last several vears almost

certainly overstates the actual decline in prices as the following considerations demonstrate

• Suppose AT&T customers demand ten minutes of message toll service (MTS) for each

minute of wide area toll service IW"TS) (and no other services) and that the price of

MTS (per minute) is t\vice that (If \V ~TS [f \1TS and WATS pflces increase by I

percent but demand for WATS giO\\ S at 50 percent per year while MTS demand

grows at 10 percent per year, then the "RPM of usage decreases by about one half a

percent In other words, ARPAf dec/Illes de.\plle Ihe jacl Ihol hOlh ojlhe cOmpOf/efll

usage prices hove if/creased

• Suppose the prices in the discount plan remain fIxed, but customers are able to receive

lower effective marginal prices \\!hen their usage expands (eg, because they have

installed fax machines) In that case \ RPi\1 would decline not because the price of

usage declined but because customer demand increased In fact, in this example,

ARPM could decline even when the pflces for low and high volume users increase if

volume growth is sutlicientlv large For example, suppose that at the starting point the

price schedule for an average lIser is :::0 cents for the first 100 mll1utes and 15 cents per

minute thereafter, that those two price brackets are increased to 21 cents and 16 cents

6 Federal-State Joint Board Staff. FCC .Hol1lror/l7g !<e(!or: Ma\ I<)'J7. Table :i 12. P 6Hi



respecti vel v but that the !Jsa~e I' r' t!lt.' ,1 \ era~e customer v:ro\\ s from I"0 to ::: 50
- --- ..... ---

minutes [n those circumstances the \ RP\\ would have been 18 33 cents per minute

before the price increase and 18 Ci cent, drter\\ard

• Suppose, next that the own-price ela~licitles for different serv'ices are different even

when the percentage price change for edch is identical For example, suppose ( I) the

price of serv'ice A is one dollar per minute. ten minutes are sold, and the A own-pnce

elasticity is -0 2, and (2) serv'ice B has 1 pnce of 50 cents per minute, a demand often

minutes and an own-price elastlcn ,)f -5 0 If the price of each of the services

decreases by 10 percent, ARP\1 \\ iII decrease bv 17 percent Observe that the

anomalous result is not caused b\ "uh~tltution of lower-priced serv'ice-their demands

are assumed to be independent III rhh example-but reflects the inadequacies of the

index itself

• ARPM (as measured by the IXC s) ~oes down when facilities bypass is initiated by the

end user, but this decline will overstate the etTective reduction in price or cost savings

enjoyed bv the customer For example, when a large customer builds a private

network bypassing LEC access faCilities -\T&T's ARPM from that customer could go

down (relative to its MTS rates, Nhich lt1c1ude the carrier access charge) but the cost

per minute to the customer would have to reflect both AT&T charges (ARP\1 from

AT&T's perspective) and its own net\\ork costs

14 These examples illustrate two,~eneral tendencies for ARPM to exaggerate recent

price reductions First when different prices ale charged to different customer groups or for

different services, differences in the rates of gro\vth IJf their sales (whether or not caused by the

change in prices) can cause aggregate ARP\1 to overstate price reductions Second, ARPM
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from anyone IXC \vill misstate end user ll)~t-;\ hen end users assemble sen. Ices through a

variety of vendors 7

15 The long-distance carriers hay e str()n~ly criticized the high charges they typicallv

have to pay the LEes for access to their netyvorks Those charges have indeed been set by

regulators far above cost, deliberately, In order to Ilerpetuate the subsidy that had. before AT&T

was split up, flowed from similarly inflated IIH1~ distance charges to hold down the rates for

basic residential sen.'ice By any measure, heme\ er -\T&r s own average markups above those

access charges and above its own long-run Il1Lremental costs continue to be at least as large as

the markups in the access charges themselves

16 In 1996 AT&r s average revenue per minute was about 17 3 cents and its access

charges averaged about 5 3 cents per minute :hus producing revenue net of access charges that

averaged 12 cents-a figure virtually unchanged from 1994 x Incremental toll cost estimates

range from 1-2 cents per minute at the low end to about 6-7 cents at the high end The higher

values include non-network costs such as O\erhead, customer and marketing costs, not all of

which are likely to be properly includable in the Inl:remental cost of offering the service Carrier

access incremental costs are only I cent per ,:Ol1\ersatlon minute or less 'J Adding the access

Changes in average access cost per mll1lltc (AAPM)-rcllccllng changes In pa\mcnts In iI(\-\\lllllkc\\ISC
e,\aggerate the reductions in access costs that lXCs or Iheir customers have actuall\ reahl.ed \\ hen they bypass
LEC facilities. The tendency that we hme deScrIbed for A.RPM to O\erstatc price reductions IS therefore offset to
some e,\tent by the similar tendency for AAPM 10 o\crslate reducllons In access charges At most the errors
cancel one another. What is far more hkelv IS that ARPM net of access overstates the actual reductIOn In pnces
or costs borne by customers: ARPM is likelv 10 err b\ more than AAPM, because In evef\ situation where
AAPM is biased downward (i.e.. when LEC access IS h\passed) so IS ARPM. and there are a \arier\ of other
situations In which only ARPM is biased dO\lll\lard

< AT&T's average revenue per 1ll111ule \\ as IXcelllS 11\ 1'i'!4 ;nld ItS access charges al eraged (, cents per mlnule
(AT&T ex parte letter III CC Docket No '.I~-I. \1arc:h 21 1')')';) Data preselllcd b\ Hubbard and L(;hr (op

cit.. Figure 3) show that whIle AT&T's a\uage IC\ClllIC per I11lnute dcclmed b\ about () -:' ccnls bel\\ccn l<)<)~

and 1996. this decline was almost Idelllicallo the decrc;lse III ;lCcess charges over the same penod

AT&T economists clle Incremental costs of carn(;r ,KCCSS bet\\ccn In and 1/2 CCllts per I11lnute They are
silent on the question of long-distance II1Crell1el1l;1I COSh D K;lscrman. J Ma\o. M Crc\\. N Ecol1onlldes. G
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charge and the incremental production cost proddc:es a range between 6 3 and 12 3 cents per

minute for long distance and margins that rans\: he' \\ een 'i and I I cents, compared with margins

of 5 cents for access charges III

17 Thus, while a group of economists assembled by AT&T are correct In asserting

that

(i)fthere is one factual issue in the telecommunications industry upon which there
is virtually unanimous agreement. it IS that camer access services are currently
priced well in excess of their incremenul u'~ts I

Hubbard, P. Klellldorfer and C Martins-Filho.·Loc:l1 Competilion Issues and the Telccolllmunications Act oC
1996." prepared on behalf of AT&T. JIII~ I ~ IlJ')(, P 2-

lil As the ranges of the figures for AT&T demonstratc Ihl'; comparison IS 11Igh" scnsltl\C 10 the estimate I~e

employ for the LRlC of ItS operations

Thc sources of thc 1-2 ccnl per Inllllite l-Igllrc ;Ire LCI\ls J PCI'I and Jonathan Falk. lhe I Ie (i/

Econometrrc ,~na/VSI' 117 I:'sllillallllg\/argllwi (' Ii Prcsented al Bcllcorc and Bell Canada Indust~ FOrilln
San Diego. California. April (l. 1')XlJ. Table 2. R W Cr:lIld;l1l ;Ind L W;l\crman. lalk /I Cheap. Washington
Brookings, 1996. p. 02. Paul W MacAyO\ The I'll/un 0'/ . III (UI'IIS( and Regll/alilin (Ii hllJh//lh ('Ii/llpeIUIIi!i

111 Long-Distance Telf:'phone .','enlces. MIT ;lIld ~EI Presses. IlJl)6, p 115. citing an cstlmate b~ Wharton
Econometnc Forecasting Associates: and Lehman Brothers. releuJIII Sen'lces Bu\ Ihf:' 8l1nd/e Bill/den, (ie/

the Growth, March 18. IlJ96 "Large cllstomcrs .llld Luge rcscllers can purchase transport at close to long-rim
incremental costs, or at about the $002 per 1l1lnuiC 111 .llerage depreCiation and network cngllleenng costs of
the major players (this is the rate that the fcderal gOY cmment recently negotiated on Its multiYcar FTS 2()OIl
contract for POP-to-POP transport)" (p 2X) It secllIs likeh hO\lcver. that these yanous figures fatlto ll1c1udc
such marketing, customer se~lce and 01 ,~rhe;ld el'Sh h lIould be properl\ part of the LRIC of the lulOi

sen'lce

The bases for the ()-7 cenls at the lll~h cild :Ire the statemenl b\ Crandall dnd WCl\erman lhat
"the Il1cremental cost of long-distance se~ Ice IS prob;lbh Illl Illore than ~ ccnlS and sllre" no more than III
cents per minute" (pp 276-277). conSidered toget!Kr II 1IIlIlleir cll:lllOn of the Compal1\'s reported operating
marketing and customer service and gcncral and aJllulllstrdtl\e costs. \lllIch they lake to be on the ordcr of
39,37 and 2.9 cents per llllllllte. respectl\ el\ Ip 1+21 \Vllile all or a large portIon of Ihe (irst t\\O categones
are probably pan of its TSLRlC (as contrasted II Ilh tile I.RIC of smallcr Incremcnts). II secms hlghl\ unlike"
that that would be tme also of thc general and aJmlnlstratl\e costs The eSlimate of II -i to 12 -i cents.
1l1c1uding the access charge. is from their JOlllt ~ffida\ lion behalf of Ameritcch Mlclugan. In the Mallcr of
Application of Ameritech Miclugan Pursuant 1()_3ecl.J.9n 271 of the Tclecommllllleations A.et or J'21~0
Provide In-RegIon. InterLATA Se~ Ices InMicl1l !!:ill CC Docket ~~o q~ - I~ 7)

Clearl\. some of thesc last costs :Ire :1\CI':lgC r:lther th;lIl marginal In nature Since ;l\erage
costs for this IIldllStf\ tend to c:\cecd increment,i1 cost II1IS 1:\SI Crandall ;lIld W;l\crman cstlmate docs nOI
contradict our range E\en their IIpper Ilmil prodllcs i " I,~elll Inarkllp one .I liSt :IS large as IS Illcorporated In
the access charge

:I Op Cil. supra note 9. p 26
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they are wrong in their selectively pejorative treatment of those particular prices While the

LEes mark up their carrier access prices over incremental cost by (say) a nickel, AT&T marks

up long distance prices over incremental cost bv at least a nickel and perhaps several cents more

Thus the AT&T economists are wearing blinders when they condemn the fonner markup­

whose explicit purpose is to contribute to achieving the public policy goal of universal

subscription-as a "regulatory-sanctioned pricing distortion"-"clearly an anathema to

economic efficiency," with cumulative social costs "certain to run into the billions of dollars per

year" (at 27)-while AT&T itself extracts for Its shareholders at least as high a markup per

minute in its own retail toll rates, in a market it claims to be fully competitive

18. As the foregoing discussion has demonstrated, cost measurement III these

markets is fraught with difficulty and contentiousness, with small absolute differences III

estimated costs producing large differences in the estimated percentage markups Moreover.

there may well be large differences between the shol1-run marginal costs that it might be

sufficient for individual sales, to individual customers. to recover for the transactions to be

profitable and the long-run incremental costs that companies would have to recover if they were

to continue to provide service to large groups or the totality of their customers There is

probably a large difference also between the total long-run incremental cost of serving large

business customers, on the one side, and residential, on the other. Even with all these

qualifications, the prices at which sales are actually being made provide at least a suggestion of

the upper bound of incremental costs And this type of information tends to corroborate our

upper bound of II cents per minute For example. long distance carriers are offering intraLAT A

toll service for 8 cents per minute in California-a figure roughly equivalent to an interLATA
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price of 10 to 11 cents per minute, because in-state access charges in California are lower than

the national average AT&T offers in-state toll calls at :' cents per minute in Connecticut

19. There are two possible interpretations of these low prices of intraLATA

offerings One is that the [XCs' costs for these services may, in fact, be higher-as they almost

certainly are in the Connecticut case-but the carrier is able to offer these prices profitably

because it expects to bundle the intraLATA with compensatingly higher-margin interLATA

offerings-thus confirming our basic point Alternatively, the prices are compensatory in

isolation, implying that costs are no higher than that Either interpretation supports our

conclusion that the IXCs' prices contain healthy margins

2. Distribution of the benefits of competition between large and small users

20. Large business customers have benefited greatly from the new competition in the

long distance business The combination of the large volume of their business, on the one side,

and, on the other, the very wide gap between the incremental costs of the lXCs and their

average rates has forced the lXCs into intense competition in offering special contractual

arrangements, incorporating both special prices and new and superior service offerings As the

FCC has observed, large customers now solicit proposals from multiple vendors and negotiate

terms directly with the interexchange carriers I;'

21. The price reductions have been dramatic the average charge for a minute of long-

distance service for a large corporation appears to have fallen by about 80 percent (nominally,

Ie Report and Order. In the Matter of CompelIlloll ill the Illlerstale InlerC\challgc Marketplacc. CC Docket No
90-132. FCC. 6 FCC Rcd. 5XlW. 5XX7. Adopled August I I')!)I Released Scptcmber I(l. 11)1)1 par ~X
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and even more in inflation-adjusted dollars) since 1983 I.' Prices in 1983 were at about 35 cents

per minute and are now at about 7 cents per minute for the largest business customers 14

22 Small residential subscribers have not benefited to anything like the same degree 15

In contrast with the estimated 80 percent decline for large business customers, long distance

prices for residential consumers (as measured bv the CPI) have declined by about 20 percent

since 1984, which implies a price decrease of about 6 cents per minute for them 16 During the

same period, access charges declined I I cents

About one-half of the apparent 5 cents per minute increase in residential rates net

of access charges occurred after the beginning of 1994 AT&T increased the basic rate for

residential interstate calling in January 1994 by an average of 63 percent-an increase targeted

at low-volume subscribers as well as ones under its residential calling plans indexed to the basic

ratel7 It increased rates further by 37 percent in December 1994,IX and 43 percent and 59

13 Michael T. Felix, "Preparing the Market ror Enhanced Sel"\lce ImplementatIOn." Jelep/wl/v. Vol 210. No 11.
March 25, 1996, P -to

1~ David Rohde. "VPN Rates On The Way Down.··\"e/\1IJrk World December 2. 19%. Vol. 13. No -tg. pp. I.
I-t-15: Table 7.12. StatIstICS oj COlllllllll1lUllIOI/S ('0111111011 ('arners. Federal Communications Conul1Ission.
1988/1989 Edition. p. 286: Felix. "Prepanng the Market ." Jelep!7ol1v. p -to: Crandall & Wavennan. Talk Is
Cheap. p. 125: "GSA Tells Congress FTS 2000 Prices Beat Market Rates." JelecollIIllIlI1lCOf/OI1S Reporfs.

March 8. 1993.

!' The FCC therefore recentlv admonished participating parties III Sec 271 proceedings III determllllng the
extent to which BOC entry into the long distance market II0tdd rurther compelilion. lIe lIould find It more
persuasive if parties presented specific IIlrOrmal101l ,IS to 1t011 suclt elltrv II III bnng tlte bcnefits or compelltloll.
including lower prices. to all segmcnts or the long dlstallcc Ilwrket Mcmorandum Opllllon alld Order l!lJl!s;
Matter of A.ication of Ameritech Michig,ln Pursuant to SeWon 271 or the Commulllcalions ACI or I'n-t. as
amended, To Provide In-Region. InterLATA Semces In Mlclugan. CC Docket No. 'J7 -11(,. Released August
19. 1997, par. 16. CAmeritech Order")

to AT&T reported an average revenue per minute (ARPM) for ItS Consumer markets or about 21 cellts In IlJlJ-t
E:-.: Parte Presentation In Support of AT&Ts \1otlon for Reclassification as a Nondoll1ll1ant Carrier.
Attachment L Letter from CL Ward. AT&T. to William F Caton. FCC dated February 8. [lJl)5 Wc used
changes in the pertinelll CPI inde:-.: to eSlimate ARPM for other \ears. in particular. IlJ8-t and IlJlJ7

Ie "AT&T Proposes $750 Million Rate Hike. Ne\1 Cl!ltng Plan Aimed At High-Volume ReSldcntlal Users."
Telecommunicatiol1s Repurts. Januarv~. IlJ'I~

18 John J Keller. .,AT&T and Rivals Boost Rates Furthcr' flll: 11011 ,'>freel .Juurnal. NO\ember 2'1. IlJ%. P A:;
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percent, respectively, in February and December 1996 19 [n each instance, MC[ and Sprint

followed in lock step 20 These increases over that [\\0 and one-half year period occurred in the

face of a continued drop in carrier access charges--bv about 10 percent-during the same

period 21 Over the entire t1ve year period from the beginning of 1992 to the close of 1996.

AT&T increased these basic rates-paid by the majority of its residential customers-by 24 7

percent, while access charges declined 22

24. We must of course consider the possibility that this dramatic difference in the trend

of long-distance charges to large business and small residential customers represented a

correction of a previous distortion-specitlcally, cross-subsidization of the latter rates at the

expense of the former-such as would be ex.pected to take place with the introduction of

effective competition This is the claim of Bernheim and Willig-that the costs per minute of

serving low-volume customers is signitlcantly higher than of serving high-volume ones because

of the presence of t1xed customer costs, such as billing, collections, fraud and customer service,

that do not vary with usage for any given subscriber 2'

25. For purposes of testing this possible justification of the increase in AT&T's long-

distance charges, net of access fees, to small residential users, we use the Company's own

19 ..AT&T Follows MCL Sprint with Long Distance Ratc [llcrcascs."' Telec(JIIIJlllII1IWI/OI1S Re[Jorts December 2
1996.

:0 See par. 30, below. on the FCCs e\pression of conccrn abOlIl this pattcrn of pncc Icaderslup.

:1 Access charges per conversation IIII11UtC dcclincd bl l) ~~ pcrccllt (1'1'011I (, (,I, CClltS to (, t)~ ccnts) bct\lcen Jul~

1993 and May 1997, although there occurrcd a brief illlcf\cl1lng Incrcasc from ()M) CClltS 10 ()XlJ ccnts. or
about 3A percent in July of 19l)~ (Sec Table 521111"('(' .\/ol1l(orlllg l<e[Jorl May [lJlJ7 p (16) On the
further reduction in mid IlJlJ7. see note 22. IlIImcdl<lleh 1'0110\\ mg. and par 2lJ. belo\l

:: Calculated from contemporaneous ncws accounts ThiS filc-I car mcrcasc \las offset in mid llJl)7 b~ an X
percent decrease in basic rates, In fulfillmcnt of AT&r s pronllsc 10 thc FCC to pass through the lalcst
reduction in access charges Veil' lork Tillles, Jul~ I, Il)')7

:3 B. Douglas Bernheim and Robert Willig, "'An Anallsls of the MFJ Lmc of Buslncss Restrictions,"' Dccclllbcr I.
1994, Attachment G. E\ Partc PrescntatlOn III SIIPPOrt of AT&r S\10t10Il lor Recl;lsSlfic;ltIOIl as a
Nondominalll Carrier. CC Docket No 7lJ-252. Apnl 2() Il)l))
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definition of low-volume residential customers as ones with long distance charges of $\ 0 per

month or less: these are the people who pay the basic rates that have been subject to the recent

increases 24 AT&T says that more than half of its customers fall in this category It also asserts

that customers with average monthly bills under S3 are below the "break-even point ,,") This

claim suggests that, to the extent these last customers can be segregated, rates charged them

would indeed be expected to increase under real-world competitive conditions, even though

presumably the marginal costs of their long-distance calling would be no higher than for higher-

volume customers26 But it would neither explain nor justifY the increases in basic usage rates

undiluted by discount offerings that at least half of residential users vvere forced to pay on

grounds of either average cost per customer or marginal cost of usage the group in the $3 to

$10 per month range, with four times the usage of the ones below AT&T's claimed $3 break-

even point, must have been making a very large contribution to company profits

26 The only possible explanation for their having fared so much less well under

competition than large business customers is that the long-distance carriers serving them have

found it easier to resist the temptation to engage In price competition for their patronage than

for that of the big users We observe repeatedly in AT&T's pricing behavior the kind of price

leadership that denies low-volume customers the full benefits of competition, once the adoption

of alternative regulation permitted it to increase its basic rate schedule

24 Letter of c.L. Ward to W.F. Caton Dated March '). I'J'):' Re E\ Parte Presentation CC Dockcts Nos 7'J-2:,2
93-197, 80-286~ DJ. Quinn. The Light ( "er .\egl/lem u( Ihe rung IJt.wnnce\lnrket. March X. 1'J95. P X

25 Ibid

26 That is to say, under theoreticall~ pure competition. under which rates for usage would be held to marglllal
(usage-sensitive) costs. the higher n\'(~rnge costs of the \e~ low-volume users would not be reflected in usage
rates higher than those charged heavier users Since. ho\\c\er. the former particular customers would 111 those
circumstances not be worth serving at all in these ClrCUll1stances. pro\lders of long-distance service to them
would have to be compensated for the Ii\ed per-custoll1cr costs clther b\ 1c\\lng a Oat chargc on thcm or b\
finding a way of charglllg thcll1 dlscflll1lmllonh hlghcr rales ror usagc



27 Incumbent IXes have recentlv introduced discount plans that they claim provide

lower prices to smaller users 27 For example, Hubbard and Lehr claim that users making $5-$10

per month of long-distance calls are benefiting from AT&T's one rate (15 cents per minute)

plan. In fact, their own data (Figure 5) show that customers in the $5-$10 range experienced

price increases between 1992 and 1996 2~ The only way they are able to show a price decrease

thereafter is by constructing an artificial price of 1) cents per minute for 1997, on the ground

that customers "need pay no more" than this amount And even their artificial 1997 price does

no better than restore users in the $5-$10 category to the price that their own data (in Figure 5)

show those customers were charged in 1990. despite the continued decline during this period in

the access charge their suppliers paid

28 Marybeth M Banks makes similar arguments on behalf of Sprint, in response to

the 1997 271 application of SBC Communications Inc, et aL in this state29 Although her own

Figure 1 shows that prices for offerings that were available throughout the period she examined

increased steadily after 1992, she claims that prices have recently declined because of the

introduction of new discount plans It is clear, however, that (I) her conclusion depends on

what proportion of customers have actually chosen these plans (she claims, without

documentation, that a majority have actually done so~ even if this assertion is correct, it clearly

means that the average price will have been higher than the price available under the most

attractive plan) and (2) the deep discounts are a recent phenomenon, introduced in 1996 or later

.-

Affidavit of R Glenn Hubbard and William H Lchr. (if' CII. Statc111cnt of Marybeth M Banks. Spnnt
Communications Compan~. LP, Subnlllted 10 the Fedcral COlll111unications C0111111lsslon. CC Docket No ')7­
121. May l, 1997.

~g They do not even attempt to show whal has happened 10 customers In the $0-$5 range, a group that has
disproportionately experienced the undisputcd incrcase In the basic tariff.

~9 Op. cit.


